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ABSTRACT
The last few years have seen a significant re-evaluation of the models used to analyze crises in
emerging markets. Recent models typically stress financial constraints or distorted financial incentives.
While this certainly represents progress, these models share a weakness with the earlier work: neither is
uniquely about emerging markets. Adaptations of the Mundell-Fleming model represent Argentina as a
Belgium with larger external shocks. Likewise, emerging market models of financial constraints are
adaptations of developed economy ones with tighter financial constraints.  In our work, we have
advocated a model which distinguishes between the financial constraints affecting borrowing and lending
among agents within an emerging economy, and those affecting borrowing from foreign lenders.  This
"dual liquidity" model offers a parsimonious description of the behavior of firms, governments, and asset
prices during financial crises. It also provides prescriptions for optimal policy responses to these crises.
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Figure 1: External Crises
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Figure 4: Expansionary Fiscal Policy
e
qY I$&t{R s %t Rs, $t s h-I -{Yst s $8 yt Y RstIsI 8BIj
hR{sj }Bj${k $R }Bt A{sZR $ $R $tPB{I Ak st tIBtBZR -}stR$Bt $t 8Btsk
}Bj${kU qY $R $t 7￿ tIR B s}}{$s Y -{Yst s bY${Y $R B&R Btjk Ak s
8Btsk -}stR$Bt yt {BtsR $t Y IZsj j$JZ$I$k 8BIj Y -{Yst s tIR B
I}{$s sR s RZj BP Y hR{sj -}stR$Bt R$t{ 7Q $RR stI Yt{ 8Btsk }Bj${k b$jj
Ys% B $Yt B }R% Y }
zy !%ABBb$t stI e-Tst _Bj${k !}$BtR
*Z$t s {$R$R Y RB{, BP {U PZjjk I8$tR $t%R8t N ZR $8s$t RY$P$t }$B
B Y {$R$R B s }B$t $t $8 bY }$%s stI {tsj Ast, s{$BtR 8sk $t4Zt{ Y$R
RB{, G b$jj I$R{ZRR bB s{$BtR Ys 8sk s&{ {UU }$%s -tsj ABBb$t stI
{tsj Ast, R% s{{Z8Zjs$Bt *ht {U( sR Y $t$$sj $tts$Btsj j$JZ$I$k ;( sR
-tsj IA stI p( sR PB$t R%R s{{Z8ZjsI WB8sj$9$t Y bBjI BRR $tR
s B Bt b Ys%
{U) {U(  ;( L p(3
V }$%s st {Bt8}js$t s,$t Bt RB8 -tsj IA stI $8}B$t BBIR Ps{R
s sIB&U y8}B$t BBIR $t{sRR {BtRZ8}$Bt B $t%R8t BIsk AZ IZ{R {U
Ys bBZjI BYb$R js- Y ss $t%R8t {BtRs$t IZ$t Y {$R$R qY st
%sjZR Y js Ath s 7Q G Ys% RYBbt jRbY wR ]sAsjjB stI $RYts8ZYk
1((dsD Ys bYt IB8R${ htst{$sj 8s,R s ZtII%jB}I Y $R st -tsj$k u
s,$t B s PT$I }BAj8 u bYAk Y 8s, %sjZ BP Y$R Ath 7Q $R jRR Yst $R
RB{$sj %sjZ yt Y$R {${Z8Rst{ Y }$%s R{B B%ABBbR stI s$%R s s {$R$R
b$Y BB j$j {U
qY s Y AsR${ $tRZ8tR s Y ]tsj  st,:R I$R}BRsj B B&R Y tIt{k
BP Y }$%s R{B 3$R $ {st $t{sR PB$t R%R wp(D stI YAk $t{sR {U
!Z 8BIj }B%$IR s tsZsj 8B$%s$Bt PB ABY {tsj$9I YBjI$t BP R%R sR bjj
YBjI$t Y8 $t Y PB8 BP $tts$Btsj j$JZ$I$k !t {Bt{t Y $R Ys $t RB8
{${Z8Rst{R $t{sR$t p( 8sk $t Zt -s{As Y -tsj B%ABBb$t }BAj8
stI s$R ;( wR ]sAsjjB stI $RYts8ZYk 1((d{D 7{BtI $ {st s- {s}$sj $t4BbR
stI I${jk IZ{ ;( RB sR B $t{sR {U !P {BZR s-R 8sk jsI B BY I$RB$BtR
qY$I stI 8BR $tR$tjk $ {st {B88$ B -}stI 8Btsk }Bj${k IZ$t Y {$R$R
v `ZR Y B}}BR$ sR $ b$jj A $t{j$tI B IB IZ$t Y {$R$R 7$t{ jBb$t 7￿ IZ$t
Y {$R$R s$RR 7Q $ $t{sRR Y }$%s R{B:R %sjZs$Bt BP {U stI sjR Y }$%s
R{B:R ABBb$t $t{t$%R
MiPt{R
>dH  tst,  t stI Vjst  j$tI X]I$ Btk stI Vs *8stI" V8${st
e{BtB8${ i%$b sk dMM Mw1D }} ;nxu;n
>1H ]sAsjjB i${sIB stI V%$tI $RYts8ZYk Xytts$Btsj stI *B8R${ ]Bjjssj
]BtRs$tR $t s BIj BP e8$t s, ]$RR" FBZtsj BP Btsk e{BtB8${R
*{8A 1((ds ;MwnD }} xdnux;M
>nH ]sAsjjB i${sIB stI V%$tI $RYts8ZYk Xe-{RR$% *Bjjs *AU 3$tst{$sj
*%jB}8t stI =tI$tRZst{" $8B yq 1((dA
>;H ]sAsjjB i${sIB stI V%$tI $RYts8ZYk Xytts$Btsj N$JZ$I$k yjjZR$BtU !t
Y i$R,R BP 7$j$9s$Bt" $8B yq 1((d{
>xH ]sAsjjB i${sIB stI V%$tI $RYts8ZYk XV z${sj VtsjkR$R BP ]tsj  st,
yt%t$BtR *Z$t ]$RR" $8B yq 1((dI
>EH ]sj%B pZ$jj8B stI ]s8t i$tYs X3s BP 3jBs$t" $8B =t$%R$k BP
skjstI 1(((
